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Before the
COPYRIGHT ROYALTY BOARD
LIBRARY OF CONGRESS
Washington, D.C.

In the Matter of:
Docket No. 16-CRB-0003-PR
DETERMINATION OF RATES AND (2018-2022)
TERMS FOR MAKING AND
DISTRIBUTING PHONORECORDS
(PHONORECORDS III)

INTRODUCTORY MEMORANDUM OF
NATIONAL MUSIC PUBLISHERS’ ASSOCIATION AND
NASHVILLE SONGWRITERS ASSOCIATION INTERNATIONAL

National Music Publishers’ Association (“NMPA”) and Nashville Songwriters Association
International (“NSAI”) (together, “Copyright Owners™) respectfully submit this Introductory
Memorandum in connection with the filing of their Written Direct Statement (“Copyright Owners’
Statement™) to provide the Copyright Royalty Judges (“CRIJs) with a brief description of the
Copyright Owners’ Statement and a summary of the evidence in support of the Copyright Owners’
proposed rates and terms for mechanical royalties under Section 115 of the Copyright Act,
effective from January 1, 2018 through December 31, 2022.

INTRODUCTION

Songwriters are the engine that drives the music industry because, to quote NSAI’s motto,
“it all begins with a song.” As songwriter witness Liz Rose explains, “[d]espite the misconceptions
some people may have, writing songs that artists want to record and that people want to hear is
incredibly labor-intensive. It’s a full-time job.” Songwriters like Liz write every single day, and

spend countless hours in the studio. As Ms. Rose states, “[wlhile I enjoy the creative process of
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songwriting, my end goal is to write songs that become hits so that I can continue to earn a living
and take care of my family.”

Music publishers are the songwriters’ business and creative partners. As the Copyright
Owners’ witnesses will demonstrate, music publishers discover songwriting talent and provide
songwriters with financial support in the form of advances so that songwriters can focus on writing
while still paying their bills. Music publishers create opportunities for collaborations with other
writers and artists; promote and license their writers’ songs for exploitation; and administer and
protect their songwriters’ copyrights. Music publishers provide these services to their songwriters
at considerable expense, and receive in exchange a share of the royalties generated from
exploitation of their writers’ songs. There is no guarantee that publishers will recoup their expenses
from their writers’ royalties. Songwriters and music publishers depend on each other for their
respective success.

Since 1909, the compulsory mechanical license has denied songwriters and music
publishers the right to negotiate their rates in a free market. Over a century of government rate-
setting has severely depressed mechanical rates. This is evidenced by the wide disparity in the
rates that record labels, operating in the free market, and publishers, constrained by the compulsory
license, are able to obtain for licenses for the reproduction and distribution of their copyrighted
material. As several of the Copyright Owners’ witnesses will demonstrate, when labels and
publishers negotiate in the free market, unconstrained by government price regulations, the
licensees pay the labels and publishers at either the same rate, or at a rate far closer to parity.

The current compulsory mechanical rates and rate structure are unsustainable.
Consumption of interactive streaming and limited download platforms are showing unprecedented

growth, but the Copyright Owners are not benefitting from the record-high demand for their songs.
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To the contrary, although mechanical income from interactive streaming has increased, under the
existing mechanical rate structure, the Copyright Owners earn a fraction of what they earn from
album sales and downloads. As career songwriter Steve Bogard states, he “has seen [his]
mechanical royalties drop like a nickel rolling off a table.”

A primary reason the Copyright Owners have not benefitted financially from the recent
market shift is that the current compulsory mechanical royalty rate structure for interactive streams
and limited downloads does not pay songwriters and publishers based on consumption of their
songs. Rather, the current structure predicates payment primarily on the revenues earned by the
digital service licensees (“Digital Services”). As numerous witnesses will testify, Digital Services
have business interests that are in conflict with maximizing music streaming revenue. The Digital
Services — comprised of some of the wealthiest corporations in the world — seek to garner company
value through market share (at the expenses of revenues) and the use of music streaming to acquire
and lock consumers into their “ecosystems” to sell other products and services.

e Amazon, for example, leverages its streaming service to sell its Amazon Prime
delivery service. Amazon also just launched a music subscription service priced at

$3.99 a month for users of Amazon’s proprietary voice-activated Echo devices.

e Similarly, Apple Music operates as a gateway into the Apple ecosystem, which

Apple uses to sell iPhones, iPads, laptops, desktops, apps, and other products.

* Google likewise “monetizes” its users, including its music streaming service users,
in many different ways in maintaining its ubiquitous presence on the Internet.

o Spotify has not merely kept subscription fees low, but provides a free on-demand
music streaming service with no expiration or time limitation. Even further, Spotify

makes no effort to maximize its advertising revenues, but operates with the primary
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goal of growing its user base and further increasing its $8.5 billion enterprise value,

which will inure to the benefit of Spotify and its owners and investors when it

completes its expected upcoming initial public offering or is sold. As Universal

Music Publishing Group’s David Kokakis states: “[w]hile Spotify’s IPO will likely

make its owners very wealthy, the songwriters and publishers who have fueled

Spotify’s rise will not receive any payment from the IPO.”

In sum, the songwriters and publishers, because they are constrained by the compulsory license,
have been subsidizing these tech giants’ other business strategies.

Numerous witnesses will testify that the effect of the shift to interactive streaming on
songwriters and publishers has been profound. The middle class of songwriters now struggles to
earn a decent living. Successful songwriters are leaving the business because they cannot support
their families on the dramatically reduced mechanical income they earn from interactive streaming.
The few superstar songwriters (largely recording artist-songwriters) who are still earning
substantial mechanical income from interactive streaming based on hundreds of millions of
streams also are earning significantly less than they were earning from album sales and downloads.

Music publishers’ mechanical income, too, has fallen. Soon, interactive streaming will be
the primary source of mechanical income. The result will be that music publishers will no longer
be able to make the early-stage investments in songwriters that are necessary to develop the next
generation of great songwriters to add to the American songbook. As Sony/ATV’s Tom Kelly
states: “[w]ithout healthy and thriving music publishers who effectively finance the creative base
on which the entire music industry is built — the songs — the public will be deprived of at least
some of the great music of the future which may never be written. In my view, this is precisely the

disruption that the Copyright Act seeks to avoid in the setting of mechanical rates.” In other words,
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the next “Blowin’ In The Wind,” “Born To Run,” or “Good Vibrations” may never be created
because of a price fixing regime that subsidizes startup companies vying with each other over who
can get the most “clicks.”

Since the Copyright Act prevents songwriters and their publishers from negotiating their
mechanical income in the marketplace, they must rely on the CRJs to set rates that fairly
compensate them for their contributions to the music industry, the American songbook, and the
melodies and lyrics that enrich our everyday lives. As explained in detail in the testimony of both
the Copyright Owners’ fact witnesses and the four expert witnesses herein, the current rates and
terms are neither fair nor economically justified. The current rate structure is not aligned with the
economic values at issue, leading to a variety of inefficiencies and unfairness. This fact should be
unsurprising, as the current rate structure for interactive streaming and limited downloads was
largely agreed to ten years ago in the Phonorecords I proceedings in order to explore an industry
that barely existed at the time and has since exploded in growth. Anticipating the potential for
change, the parties expressly stated these trial rates and terms would be non-precedential, with the
regulations directing a de novo determination.

The Copyright Owners’ proposed rates and terms, based on per-play and per-user rate tests,
properly align royalties with economic value and consumption and balance the interests of
licensors and licensees in achievement of the policy objectives at Section 801(b) of the Copyright
Act. In fact, as demonstrated by the Copyright Owners’ economic witnesses, the proposed rates
are not merely reasonable, but are well below the expected rates that would be obtained in an
unconstrained market, by reference to the most comparable benchmarks available. The evidence
from market benchmarks and from custom and trade in the industry is further confirmed by

economic modeling using the Shapley value approach. The Copyright Owner’s proposal meets the
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spirit and letter of the Section 801(b) policy objectives guiding this proceeding, and sets forth an
economically sound rate structure that does much to remedy a current unfairness and advance the
many interests represented in a burgeoning marketplace.

This is no easy task. As the Copyright Office has reported:

Viewed in the abstract, it is almost hard to believe that the U.S. government sets

prices for music. In today’s world, there is virtually no equivalent for this type of

federal intervention — at least outside of the copyright arena . . . Compulsory

licensing removes choice and control from copyright owners who seek to protect

and maximize the value of their assets.!

Nonetheless, as shown throughout the Copyright Owners’ Statement, in the testimony of
the twelve industry fact witnesses and four expert witnesses, the Copyright Owners’ proposed rates
and terms fulfill the statutory policy objectives, are demonstrably reasonable, and protect the one
group that is otherwise left economically defenseless by compulsory royalty rates —the songwriters

and their music publishers.

THE COPYRIGHT OWNERS’ RATE PROPOSAL

For the above reasons and other reasons more fully described in the Copyright Owners’
Statement, the Copyright Owners are proposing to modify the compulsory mechanical rates and
to simplify the rate structure.

The Copyright Owners’ proposed mechanical rate structure is straightforward: it is the
greater of (a) $0.0015 per-play of an interactive stream or limited download, and (b) a per-user
royalty of $1.06.

A per-play royalty reflects that each play of an interactive stream or limited download has
an inherent value that has nothing to do with how a Digital Service chooses to offer it. A per-user

royalty reflects the significant value of the access to all of the music the Digital Services offer. The

1'U.S. Copyright Office, Copyright and the Music Marketplace, at 145, 148 (Feb. 2015).
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value to the consumer of a play of a song, or of access to tens of millions of songs, is the same
regardless of the business model by which the Digital Service makes its offering. The same rate
should therefore apply regardless of whether the service offers interactive streams and limited
downloads on a subscription basis, an ad-supported or other free to the user basis, or on a
“promotional” or any other basis. Similarly, the same rate should apply regardless of whether
streams or limited downloads are offered on a portable, non-portable or mixed use basis, through
a “cloud” or “locker” service, or bundled with a different music or non-music product or service.

A per-user royalty captures the access value of the Copyright Owners’ musical works. As
described in the witness statement of Peter Brodsky, “[tThe ability to play virtually any song at any
time in any location is of great value to consumers. Such value is vigorously promoted to
consumers by Digital Services, and consumers have paid and are willing to pay for that value.
Similarly, advertisers have paid and are willing to pay for the privilege of pitching their wares to
consumers using these services.” The Digital Services claim they need the publishers’ entire
catalogs of music because the more songs they have the more users they attract, regardless of how
many songs a particular user streams during a given accounting period. Access provides significant
value to the services and their end users, regardless of whether those users pay for a subscription
or are offered access to the music at no charge. It is only fair that the Copyright Owners share in
the value the services derive from providing access to their songs.

The Copyright Owners’ streamlined proposal will simplify the Digital Services’ royalty
statements and make their accounting more transparent. The current compulsory mechanical rate
for interactive streaming and limited downloads is based on a complicated calculation featuring
multiple prongs, including a percentage of service revenue, a percentage of total content costs, and

minimum subscriber-based royalty floors. Much of this information is not easily verifiable by the



PUBLIC VERSION

songwriters and publishers. If the Copyright Owners’ proposal is adopted, the only information
needed to be verified is the number of times each song was played and the number of users of the
service in a given accounting period.

The Copyright Owners’ witnesses will demonstrate that the Copyright Owners’ proposed
rates achieve all of the objectives described in Section 801(b) of the Copyright Act. Songwriters
will not create new works, and cannot be expected to do so, without fair compensation. Several
songwriter witnesses will testify that many songwriters have already been forced to leave the
business, and that if the rates do not improve others will follow because they simply cannot work
full-time at writing songs unless they are afforded a fair return for their creative work. Several
music publisher witnesses will testify that the current rates are resulting in advances being
recouped at a much slower rate (if at all), and that, if the rates are not changed, fewer and smaller
advance payments will be made in the future, which will force many songwriters to cease writing,
at least on a full-time basis. See 17 U.S.C. § 801(b)(1)(A), (B).

Several songwriter and publisher witnesses will testify regarding the substantial time and
expense they incur in creating and promoting the songs that are the lifeblood of the Digital
Services. The Digital Services, most of which are flourishing (despite their decisions to focus on
customer acquisition, selling other products or services, attracting new investments, or exit
strategy, as opposed to generating revenue for their music offerings), would not exist but for the
contributions of songwriters. Id. § 801(b)(1)(C).

The Digital Services will not be disrupted by paying the Copyright Owners’ proposed rates.
Id. § 801(b)(1)(D). There have been seven new entrants in the interactive streaming industry since
2012, six of which entered the market between mid-2015 and last month. Among these new

entrants are some of the largest companies in the world. Meanwhile, successful songwriters have
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been leaving the professional songwriting industry because they can no longer earn enough income
to support themselves and their families, and music publishers are unable to sign as many
songwriters or pay advances as before. The business strategies of the Digital Services have in fact
disrupted the established practices and structure of the U.S. songwriting industry.

THE COPYRIGHT OWNERS’ LATE FEE TERM PROPOSAL

Timely payment of mechanical license fees continues to be a persistent problem. Although
the current statute sets out a timeframe for payment of royalties, many licensees do not pay on time
and, in fact, mechanical royalty payments by the digital services are chronically late. As several
Copyright Owner witnesses will testify, because Digital Services have difficulty in matching their
streaming data to a particular recording and hence to a particular song, payments to writers and
publishers are often significantly delayed and, in some cases, are not made at all. Songwriters
should not have to act as financiers for Apple, Amazon, and Google.

Because of the persistently late payment of mechanical royalties, the CRJs in the 2008
Phonorecords I proceedings adopted the Copyright Owners’ proposal that royalty payments that
are not timely made are subject to a late fee of 1.5% per month (or the highest lawful rate),
calculated from the date on which payment was due until the date it is received by the Copyright
Owner.

The Copyright Owners proposed the late fee apply to all licensees. The CRJs placed the
late fee provision in Subpart A of the regulations (at 37 C.F.R. § 385.4) after a litigated proceeding.
Because the participants reached a settlement with respect to rates and terms that would come to
be embodied in Subpart B of the regulations, the Subpart A provisions were derived separately.
The Copyright Owners do not believe it was the CRIJs’ intent to limit the provision to only

Subpart A licensees, but rather, intended it to apply to all Section 115 licensees.
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Regardless of the CRJs’ intent at the time, there is no reason why one group of licensees
who frequently make late payments (the record labels) should be subject to a late fee provision
while another group of licensees who frequently make late payments (the Digital Services) should
not be subject to such a provision. As the CRJs determined in Phonorecords I, a late fee is
appropriate to “provid[e] an effective incentive to the licensee to make payments timely,” and that
a fee of 1.5% per month “is not “so high that it is punitive” and achieves the correct balance.?

TESTIMONY OF COPYRIGHT OWNERS’
FACT AND EXPERT WITNESSES

The fact and expert witnesses who have submitted statements in support of the Copyright
Owners’ proposal will address the above-described points, and others. We summarize their
testimony below:

Industry Witnesses
e David M. Israelite, President and Chief Executive Officer of NMPA, will explain

why the current statutory mechanical rates and terms for Subpart B & C

Configurations® should be modified as the Copyright Owners propose, and why

doing so would further the objectives set forth in Section 801(b) of the Copyright

Act. Specifically, Mr. Israelite will discuss the tremendous change in the music

industry brought about by the growth of interactive streaming and limited download

services, and the resulting challenges to obtain a fair share for music publishers and

2Final Rule, Mechanical and Digital Phonorecord Delivery Rate Determination Proceeding,
Docket No. 2005-3 CRB DPRA, 74 Fed. Reg. 4510, 4510 (Jan. 28, 2009) (quoting Final Rule,
Determination of Rates and Terms for Preexisting Subscription Services and Satellite Digital
Audio Radio Services, Docket No. 2006-1 CRB DSTRA, 73 Fed. Reg. 4080, 4099 (Jan. 24,
2008)).

3 Music products and configurations currently described and defined in 37 C.F.R. § 385 Subparts
B and C are described herein as “Subpart B & C Configurations.”
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songwriters of the enormous value they contribute to those services. Mr. Israelite
will also discuss how the history of government price controls on licenses for
musical works has historically served to, and continues to, suppress the rates
songwriters and publishers are paid for the use of their property. Mr. Israelite will
also discuss the context in which the current rates for Subpart B & C Configurations
were negotiated.
e Bart Herbison, Executive Director of the NSAI, will provide a window into
American songwriting, and explain the negative effects on the songwriting
profession brought about by the combination of recent technological changes, a
below-market compulsory license, and the PRO consent decrees. He will explain
why higher rates and an improved rate structure for the Section 115 compulsory
license are needed to make careers in songwriting once again sustainable.
Mousic Publisher Witnesses

Four music publisher executives will testify about the pivotal, yet often underappreciated
role played by music publishers in assuring generations of Americans the continuing availability
of great music — without which the Digital Services have nothing to offer. These witnesses will
also testify to _the deleterious effect that interactive streaming and limited downloading has had on
mechanical royalties paid to publishers and songwriters at the current statutory rate. They will
discuss weaknesses in the current Subpart B and C rate structure and will demonstrate how the
Digital Services have benefitted from those weaknesses, including by using Copyright Owners’
music to subsidize their consumer acquisition strategies and to sell other products and services.
They will further discuss the lack of transparency in the royalty accounting statements provided

by the Digital Services. Finally, they will discuss and summarize rates and terms obtained in direct
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licenses that they have entered into both with Digital Services that are subject to the compulsory
license, and digital music services that are not subject to the compulsory license and were therefore
negotiated in the free market, as well as effective per play rates that have resulted from statutory
and non-statutory interactive streaming and limited download licenses. The publisher witnesses
will demonstrate that the rates proposed by the Copyright Owners are reasonable, not disruptive,

and reflect the relative roles of Copyright Owners and licensees in furtherance of the Section
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801(b) statuary objectives. Specifically, these witnesses are:

Peter S. Brodsky, Executive Vice President, Business and Legal Affairs.
Sony/ATV Music Publishing (“SATV™). Mr. Brodsky’s testimony will discuss,
among the other issues identified above, the essential value publishers and
songwriters provide to Digital Services and their users, including the value of
access to virtually every song ever recorded. Access to the publishers’ massive
catalogs of musical works is facilitated by publishers’ direct blanket licenses with
the Digital Services, and Mr. Brodsky will testify about the benefits of such
licenses. Mr. Brodsky will also discuss direct deals made outside of the compulsory
license that demonstrate that the free market recognizes musical works have a
greater value than contemplated by the existing compulsory license rates.

David Kokakis, Executive Vice President/Head of Business & Legal Affairs,
Business Development and Digital, Universal Music Publishing Group (“UMPG”).
Among the other issues identified above, Mr. Kokakis will testify regarding the
Digital Services’ failure to timely and accurately account and pay royalties and
some of the reasons therefore, as well as UMPG’s rationale for modifying the

statutory rate in deals with certain Digital Services, particularly bundled offerings.
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e Gregg Barron, Senior Director of Licensing, BMG Rights Management (US) LLC

(“BMG”). Mr. Barron’s testimony will include, among the other issues identified

above, BMG’s particular experience in discovering, developing and supporting

songwriters, and in entering into licenses with Digital Services.

e Justin Kalifowitz, Founder and President, Downtown Music Publishing

(“Downtown”). Mr. Kalifowitz will discuss several of the issues identified above

from the perspective of an independent music publisher. Mr. Kalifowitz will also

testify that songwriters, including singer-songwriters, are increasingly looking to

music publishers, and particularly independent music publishers, for the financial

support that record labels used to provide.
Music Publisher (Finance) Witnesses

Three additional music publisher witnesses will testify about the financial investments
made and risks assumed by music publishers in identifying, signing, and funding the careers of
currently unknown songwriters, some of whom will create the songs the public will listen to in the
future. These witnesses will also testify about the costs incurred and risks assumed by music
publishers to retain the rights to the existing songs that generate the revenue necessary to support
the continued creation of new music. They will also identify the economic costs borne by music
publishers in centralizing the licensing of music, in collecting and distributing royalty income for
their songwriters, and enforcing and protecting the copyrights in songs created by songwriters
(expenses which cannot be sustained by even the most successful songwriters). These music
publishing financial witnesses will also testify about how the changes in the music industry, from
an ownership model to a music anywhere, on-demand model, have impacted both the quantum

and predictability of income. They will explain the direct connection between the reduction in
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mechanical income and the delays in the timing of its receipt and the ability of music publishers
to continue to fund the search for and signing of the songwriters of the future and the funding of
the continuing efforts of established songwriters to produce new songs. Specifically, these

® witnesses are:

e Thomas Kelly, Executive Vice President, Finance and Administration, at SATV.

Mr. Kelly’s testimony will include, among the other issues identified above, how

@ changes in the music industry, moving from an ownership model to a streaming
model, have affected the mechanical royalty revenues to music publishers and their
writers and how such changes may affect the financial risks and investments that
music publishers will be able and willing to make in the future. Mr. Kelly’s

testimony also discusses the effect that delays in reporting and payment of royalties

by the streaming services have had on the music publishers and their songwriters
and the ability of music publishers to continue to play their role in assuring that the
music of the future will continue to be as rich and broad as it has been for decades.
® ¢ Michael J. Sammis, Executive Vice President — Operations and Chief Financial
Officer, UMPG. Mr. Sammis’s testimony concerns, among other issues, the
financial investment that music publishers make in acquiring and maintaining
o existing song catalogs and supporting established songwriters. Mr. Sammis further
discusses how exploitation of such existing song catalogs leads to revenues that are
used, inter alia, to make riskier investments in unknown songwriters who may
create new music for future generations as well as continuing to support those
successful songwriters whose current songs provide the financial base for locating,

| supporting and promoting the great songwriters of the future.
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¢ Annette Yocum, Vice President of Finance of Warner/Chappell Music, Inc. Ms.
Yocum’s testimony discusses, among other things, the financial costs to music
publishers in developing and supporting new and existing songwriters. Ms. Yocum
o also discusses the financial risks that music publishers take when investing in
unknown songwriters to create the music of the future, and the specific
considerations that are considered when making such investments. Ms. Yocum
® further testifies to the acquisition and administration of United States extended
renewal term rights, the revenues from which undergird the ability of music
publishers to support songwriters’ creation of new music for future generations.
Songwriters
Three professional songwriters will testify that songwriters are not being fairly
compensated for their contributions to the music industry, the digital streaming industry, and
American culture. These songwriters are:
e Steve Bogard. Mr. Bogard has been a successful professional songwriter for 47
PY years. He has written many number one hits for top-selling recording artists. Mr.
Bogard will explain that interactive streaming has caused his mechanical royalties
to drop precipitously and because he has no ability to withhold his songs from the
L services, he is forced to sit and watch as his work is devalued. Mr. Bogard will also
explain that while the demand for music has never been higher, under the current
mechanical rate structure for interactive streaming, the songwriters who create the
music are struggling more than ever to earn a decent living. The result is that
successful professional songwriters are leaving the business because they can no

longer support themselves and their families, and talented young songwriters will

A-15



PUBLIC VERSION

not choose the songwriting profession knowing they cannot earn enough to support
themselves and their families.

Lee Thomas Miller. Mr. Miller explains that a significant portion of the songs that
are recorded are written by non-performing songwriters, without the help of the
performing artist. Even songs on which the recording artist is also a writer are
usually co-written with professional songwriters. Professional songwriting is a craft
that requires not only talent but also time, sweat and perseverance. Mr. Miller will
testify that even though more music is being consumed than ever before, the
songwriting profession is being decimated. Many of the hit songwriters he has
known over the last 20 years are no longer in the business.

Liz Rose. Ms. Rose also has written many hit songs with top artists, including
Taylor Swift. Ms. Rose will testify that, although her songs are streamed heavily,
her mechanical revenue is not reflective of the massive consumption of her songs.
Ms. Rose will testify that songwriters are not being fairly compensated for their
contributions to the music industry, the digital streaming industry, and American
culture. Ms. Rose will testify that while she enjoys the creative aspects of
songwriting, she ultimately writes songs so that she can continue to earn a living

and take care of her family.

Experts

Three expert economists and one music industry expert will testify in support

Copyright Owners’ proposal. These experts are:

Jeffrey A. Eisenach, PhD. Dr. Eisenach is a Managing Director at NERA

Economic Consulting and Co-Chair of NERA’s Communications, Media and
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Internet Practice. Dr. Eisenach surveys comparable benchmarks involving sound
recording and musical works licenses, including an evaluation of market
performance and relevant contextual information. He examines a variety of markets
in which sound recording and musical works rights are both required in order to
ascertain the relative value of the two rights as actually reflected in the marketplace.
He establishes upper and lower bounds for this relative value, and also identifies
specific compelling benchmarks within that range. Dr. Eisenach then applies these
benchmark relative valuations to historical sound recording royalty data from the
interactive streaming industry to assess reasonable per-play and per-user
mechanical royalty rates. He further assesses his results for consistency against the
rate terms implied from a variety of standard industry contracts and practices. Dr.
Eisenach’s opinion concludes that the Copyright Owners’ proposed per-play and
per-user rates are at the low end of the rates derived from the most compelling
benchmarks.

Joshua S. Gans, PhD. Dr. Gans is Professor of Strategic Management and holder
of the Jeffrey S. Skoll Chair of Technical Innovation and Entrepreneurship at the
Rotman School of Management, University of Toronto. Dr. Gans assesses how
royalties for musical works have been historically depressed through compulsory
licensing, and discusses how appropriate regulatory pricing can be accomplished
through analysis of a hypothetical market without compulsory licensing to
determine reasonable rates. Dr. Gans evaluates economic principles and regulatory
pricing rules as guides for setting mechanical royalty rates, including a discussion

of regulated prices for essential facilities and the efficient component pricing rule
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(ECPR). Dr. Gans’ testimony demonstrates how the per-play and per-user rate
structure is consistent with the relevant economic principles, while a revenue-based
pricing model is not. Finally, Dr. Gans evaluates the rates proposed by the
Copyright Owners through a Shapley value approach (an analytical tool for
evaluating the contribution of various participants in a bargaining situation)
comparing roles of the different rightsholders. Dr. Gans concludes that the rates
proposed by the Copyright Owners are reasonable and even below the estimates
developed using the Shapley value approach.

Mark Rysman, PhD. Dr. Rysman is a Professor of Economics at Boston
University, where he teaches courses on industrial organization, econometrics,
antitrust, and regulation. Dr. Rysman analyses the mechanical royalty rate structure
in light of the four statutory policy objectives and the economic features of the
interactive streaming and limited download market. He explains how numerous
economic features of the music streaming market lead streaming services to defer
and displace revenue and profits, why a rate structure based around a revenue test
is deeply unsuited to ensuring a fair return to rightsholders or achieving the policy
objectives, and why a rate structure based on per-play and per-user rate tests is
reasonable and suited to the policy objectives. Dr. Rysman also surveys recent
effective per-play rates (i.e., the effective amount of mechanical royalties received
by musical works rightsholders for each play of their work) and discusses how, in
a thriving market such as the current interactive streaming market, such rates should
be viewed as a floor and support the reasonableness of the Copyright Owners’

proposed rates.
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e Larry S. Miller. Professor Miller is a music industry expert. He is a Clinical
Associate Professor at New York University and Director of the undergraduate and
graduate Music Business Programs. Professor Miller will discuss the history of how

() technology changed the music industry and the negative economic effects such

change has had on songwriters and music publishers. Professor Miller will explain
that the services have taken advantage of the current structure’s focus on service
® revenue and total content costs by deliberately choosing not to maximize revenues
in pursuit of higher market share, that some have used their music services
primarily to sell other products and services to consumers, and that others have
sought to parlay their market share to increase their enterprise value to position
themselves for strategic transactions. The services’ decisions not to maximize
revenue has harmed songwriters and publishers. Professor Miller further testifies
that accounting for royalties under a rate structure based on service revenue and
total content costs lacks transparency because songwriters and publishers cannot
P verify the services’ revenue or the amount they pay to record labels. The proposed
rate structure is much more transparent because all one needs to know is the number
of users a service has and how many times each song was played. Finally, Professor

L Miller observes that while there is no difference in the inherent value of a song

versus a sound recording embodying the song, record labels historically have been

paid higher royalty rates, claiming that their expenses are significantly higher than
the expenses of music publishers. However, as Professor Miller will explain, the

gap between the relative expenses borne by record labels and publishers has
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significantly narrowed so that the disparity in royalty rates paid to record labels and
publishers is not justified by the disparity in their expenses.

CONCLUSION

In sum, the Copyright Owners’ direct case will demonstrate, and further discovery will
confirm, that the Copyright Owners’ proposed rates, embodied in a simplified structure, adequately
compensate for the value of consumption and access to music enabled by Digital Services, and
that such rates are warranted and, in fact, necessary for the survival of the songwriting and music

publishing industries and to ensure the continued creation and availability of musical works.
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Before the
COPYRIGHT ROYALTY BOARD
LIBRARY OF CONGRESS
Washington, D.C.

In the Matter of:

DETERMINATION OF RATES Docket No. 16—-CRB-0003—-PR (2018-2022)
AND TERMS FOR MAKING AND
DISTRIBUTING PHONORECORDS
(PHONORECORDS IIT)

COPYRIGHT OWNERS’ PROPOSED RATES AND TERMS

Pursuant to 37 C.F.R. § 351.4(b)(3), the National Music Publishers’ Association (“NMPA”)
and the Nashville Songwriters Association International (“NSAI”j (together, “Copyright Owners™)
propose the rates and terms set forth herein for making and distributing phonorecords under 17
U.S.C. § 115 during the period January 1, 2018 through December 31, 2022. Pursuantto 37 C.F.R.
§ 351.4(b)(3), the Copyright Owners reserve the right to revise their proposed rates and terms at
any time during the proceeding up to, and including, the filing of their proposed findings of fact
and conclusions of law.

L ROYALTY RATES FOR PHYSICAL PHONORECORDS,
PERMANENT DIGITAL DOWNLOADS AND RINGTONES

A. Motion to Adopt Subpart A Settlement

On or about June 8, 2016, the Copyright Owners reached a settlement with major record
labels Universal Music Group (“UMG”) and Warner Music Group (“WMG”) with respect to the
rates and terms for those music products and configurations currently described and defined in 37
C.F.R. § 385, Subpart A., i.e., physical phonorecords, permanent digital downloads, and ringtones
(such configurations, “Subpart A Configurations,” and such settlement, the “Subpart A

Settlement”).
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On or about June 15, 2016, the parties to the Subpart A Settlement moved the Copyright
Royalty Judges (“CRJs”) to adopt the rates and terms contained in the Subpart A Settlement as the
rates and terms for all licensees of Subpart A Configurations (or at a minimum, for Subpart A
Configurations made by UMG and WMG).

On July 25, 2016, the CRJs published the Subpart A Settlement in the Federal Register for
comment. See 81 Fed. Reg. 48,371. The American Association of Independent Music (“A2IM”),
representing a diverse group of independently-owned American record labels, submitted
comments supporting the Subpart A Settlement. Major record label Sony Music Entertainment
(“SME”) also submitted comments expressing support for the rates contained in the Subpart A
Settlement and raising an objection solely with respect to certain aspects of the late fee term at 37
CFR.§385.4.4

SME has since settled with the Copyright Owners with respect to this issue, and now
approves of the Subpart A Settlement in all respects. On October 28, 2016, SME and the Copyright
Owners filed a motion by which SME withdrew its prior objection, and SME and the Copyright
Owners requested that the CRJs adopt the Subpart A Settlement industry-wide as the statutory
rates and terms for all Subpart A Configurations for the coming rate period.

Given that the Copyright Owners (representing the vast majority of licensors of mechanical
rights for Subpart A Configurations) and SME, UMG, WMG and A2IM (representing the vast
majority of licensees of those rights) have now all expressed support for adoption of the Subpart
A Settlement as the rates and terms for all licensees of Subpart A Configurations under Section

115, and no other entity is opposed (other than GEO, who represents no interests beyond his own

* Mr. George D. Johnson (“GEO”) has also voiced objection to the Subpart A Settlement,
proposing instead a rate of at least 52¢ per copy, which, in the Copyright Owners’ view, is not
supportable at this time.
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in this Proceeding), the Copyright Owners urge the Judges promptly to issue an order adopting the
Settlement as to all licensees of Subpart A Configurations under Section 115.

The Copyright Owners therefore propose the rates and terms contained in the Subpart A
Settlement as the rates and terms to be adopted by the CRJs in this Proceeding for all Subpart A
Configurations made by all licensees.

IL ROYALTY RATES AND TERMS FOR INTERACTIVE STREAMS
AND LIMITED DOWNLOADS

The Copyright Owners propose that the existing mechanical rates and rate structure for
those music products and configurations currently described and defined in 37 C.F.R. § 385
Subparts B and C (“Subpart B & C Configurations”) should be modified. The Subpart B & C
Configurations are licensed by digital service providers (“Digital Services™), whose interests are
represented in this proceeding by Amazon, Apple, Google, Pandora, and Spotify.

The Subpart B Configurations are merely different methods or business models for
delivering or offering interactive streams and/or limited downloads (as each is defined below). The
Subpart B Configurations, as currently defined, are: (a) “standalone non-portable [i.e., tethered to
a computer| subscription — streaming only” services; (b) “standalone non-portable subscription —
mixed” (i.e., both streaming and limited download) services; (c) “standalone portable” (i.e.,
accessible on mobile or other Internet-enabled devices) subscription streaming and limited
download services; (d) “bundled subscription services” which are streaming and limited download
services bundled with another product or service (such as a mobile phone); and (e) “free [to the
end user] nonsubscription/ad-supported services.” See 37 C.E.R. § 385.13.

All but one of the Subpart C Configurations similarly constitute different business models
for delivering or offering interactive streams and/or limited downloads. These include: (a) “paid

locker services,” which permit users to stream from the Digital Service’s server copy a sound
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recording embodying a musical work that the user has demonstrated is present on the user’s hard
drive; (b) “purchased content locker services,” which permit users to stream from the Digital
Service’s server copy a sound recording embodying a musical work that the user has demonstrated
he or she has purchased as a Subpart A Configuration; (c) “limited offerings,” which are
subscription interactive streaming or limited download services where the consumer has access to
a limited number of sound recordings relative to the marketplace or cannot listen to individual
sound recordings on demand; and (d) “mixed service bundles” to the extent they bundle locker
services or limited offerings with other non-music products or services (such as a phone). See 37
CFR. §385.21.5

The ten different Subpart B and C categories, each with a different rate and rate structure,
resulted from the settlements of the prior Phonorecords I and II proceedings.’ These categories
are no longer applicable given that the Copyright Owners propose that the same rates and rate
structure should apply to all offerings of interactive streams and/or limited downloads, regardless
of the business model employed.” The parties in Phonorecords I and Phonorecords II in fact
expressly agreed that their settled rates would not be precedential in future Section 115

Proceedings. See 37 C.F.R. § 385.17 (“Effect of [Subpart B] rates. In any future proceedings under

> The one other Subpart C Configuration — “music bundles” — are offerings of two or more Subpart
A products to end users as part of one transaction, and do not involve interactive streams or limited
downloads.

6 See Matter of Mechanical & Digital Phonorecord Delivery Rate Adjustment Proceedings,
Docket No. 2006-3 CRB DPRA (“Phonorecords I'’), Matter of Adjustment or Determination of
Compulsory License Rates for Making and Distributing Phonorecords, Docket No. 2011-3 CRB
(“Phonorecords II”).

7 Similarly, for music bundles, the rates set forth in Subpart A should apply to the Subpart A
Configurations contained in the bundle.
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17 U.S.C. 115(c)(3)(C) and (D), the royalty rates payable for a compulsory license shall be
established de novo.”); 37 C.F.R. § 385.26 (same with respect to Subpart C).2

The Copyright Owners also propose a clarification that an existing term in Subpart A —the
late fee provision contained at 37 C.F.R. § 385.4 — applies to late payments made by all licensees
of any configurations under Section 115. Because of the persistently late payment of mechanical
royalties, the CRJs in Phonorecords I adopted the Copyright Owners’ proposal that royalty
payments that are not timely made be subject to a late fee of 1.5% per month (or the highest lawful
rate), calculated from the date on which payment was due until the date it is received by the
Copyright Owner. See 37 CF.R. § 385.4. Copyright Owners proposed that the late fee apply to
all licensees. However, because the participants reached a settlement with respect to Subpart B
and C rates and terms, the CRJs placed the late fee provision in Subpart A (at 37 C.F.R. § 385.4).
The Copyright Owners do not believe that it was the intent of the CRJs to limit the provision to
only licensees of Subpart A Configurations, but rather, intended it to apply to all Section 115
licensees.

Regardless of the CRJs’ intent at the time, there is no reason why one group of licensees
(those reproducing and distributing physical phonorecords, permanent digital downloads or
ringtones) should be subject to a late fee provision while another group of licensees (those
reproducing and distributing interactive streams and limited downloads) should not be subject to

[113

such a provision. As the CRJs determined in Phonorecords I, a late fee is appropriate to ““provid[e]

an effective incentive to the licensee to make payments timely,”” and that a fee of 1.5% per month

8 The Copyright Owners’ proposed, streamlined rate structure will be contained in Subpart B and
there will no longer be a need for a Subpart C.
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